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In 1990, the PCC -.barked on a bold experi..nt to test

whether a new fora of regulation, dubbed "price-cap regulation,"

could induce the LIes to beca.e .are efficient providers of

teleca.aunications services and thereby ultiaately offer

consuaers lower-coat, higher-quality teleco..unications services.

With over three years of experience under the new regulatory

reqi.., the FCC has now asked parties to help it to ..ke

rec~ndations for revisions to the price-cap fraaework that

would better acca.plish the ca.aission's goals.

The LECs urqe the ca.aission to .ave to a "pure price-caps"

approach that eliainates what they see as "vestige." of

traditional cc»t-of-service regulation. eustoaers and

coapetitors of the LECs reco...nd that the ca.aission fine-tune

the existing price-cap fraaework that gives custoaers a larger

proportion of the benefit. of price-cap regulation than has been

the ca.e thus far.

CCTA agrees with those custaaer and coapetitor parties that

have s~rily rejected the LEes' vision of "pure" price caps.

The alleqed efficiency incentive. of pure price caps will deliver

little in the way of tangible consuaer benefits if the cost

saving. of productivity iaprove..nts are never pa.sed through in

actual rate. paid by LEC custa.ers. Neither customers nor

c~titors will be better off if the LECs are able to "tax"

their aonopoly telephone custa.ers (through a reduced

productivity factor) to fund their infrastructure upgrades, while

current and potential LEe coapetitors, such as coapetitive access



providera and cable televiaion ayat..a, .uat tinance their

network i~rov...nta with ahareholder or bondholder dollars.

The true proai.. at price-cap regulation will beat be

fulfilled it the FCC focua.a ita efforta on fine-tuninq the

para..t.ra ot the exiating price-cap fra..work to provide a

better balance between cuatc.er and LEC sh.reholder intereats .nd

could yield larqer conau.er dividenda.

CCTA .aka the C~iaaion to .ake the tollowing findings:

• To d.te, price-cap regulation has tailed to produce

r.te reductiona in exce.. of those th.t would have been

expected due to a coabination of coaP8titive force. and

the oper.tion ot tr.ditional coat-of-.ervice

raqul.tion.

• To ensure conau.er benefit. tro. price-cap regulation,

the FCC auat fine-tune the par...ters of th. current

price-cap foraula. Specifically,~.. roc .uat adop~ a

__ beao~Jt .. ao gr..~er ~.... 10.00' aDd aHuld

oo.aider iaor..aiaq ~be productivity faa~or.

• To provide juat and reaaonable rates and to avoid

cros.-aubaidization and anti-coapetitive behavior, ~..

wee ...~ ....~ a oae-~iae ra~e re4uc~ioD reflea~iDg tbe

.i~~..__ laetw_ ~.. Dew ....olallark aoa aDd ~..

oarreat 11.15' ~obaarJt aoa, in addition to uainq the

new benchaark ROR to reaet the thresholds for the low

end adjuat..nt .nd sharing ••ch.ni••••
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• To previde continued protection ac)ain.t the

uncertainties inherent in the ..t.bli.~nt of the

price-cap para..ter., e.pecially the productivity

factor, ~.. .cc ...~ re~ia ~~e .~iD9 aea~ai.. a~

~Ili. ~lae.

• To enaure that the price-cap fo~la works •• intended,

~ .cc _~ .r.._~ ~.. LIIC. frOil uaiav aJiallCJ- ia

4epr..ia~ioa ra~.. U affea~ ra~ea and mu.t continue to

pre.cribe depreciation rates to be used in calculating

abareable earning••

• To protect rat.payer. againat exc•••ive rate., ~Iae :.cc

_~ ..t r i~. regulaury .aZ'1l~iay ov~ ~... 1.110.'

prioea ~ ia ~boa. aarke~. ia .-iob ~h. LlIOa oaa

4-.oaa~ra~e ~ha~ at l ...t 50 peraeat of cU.~OIler. hay.

aa.petiti.e alternati.e. a.ailable ~o th.. and

OOIIP.titor...... ob~iae4 at l ...t a 15 perceat aark.t

a~e.

The FCC should tiraly reject LEC effort. to re-link rate.

with LEC inv••t ..nt on the ba.i. of LEC plea. that certain

chanqe. in th. ca.ai••ion'. price cap plan (e.g. a reduction in

the productivity factor) would provide greater incentiv•• to

inve.t in the national intoraation infrastructure. Thi. is

contradictory to the preais•• of price caps, and would a.aunt to

a tax on the gen.ral pUblic to fund the NIl.

D29J91.1
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The California Cable T.levision A••ociation (HCCTA") hereby

re.pond. to the opening c~nts on propos.d .edifications to the

price-cap reqi.. filed with this Co..ission on May 9, 1994. The

opening cc.aent. revealed a wid••pread belief that the price-cap

experi..nt has d• .an.trated the potential for subatantial pUblic

interest gains .s co~ared with traditional cost-of-service

regulation. Not surprisingly, however, they also uncovered a great

divergence of opinion between the Local Exchang. Carriers ("LEe.")

and their cu.ta.er. and coapetitors as to the types of

JIOCIification. that would be.t achieve the pro.i•• of price-cap

regulation.

In th••e r.ply c~nt., CCTA focuses again on ..v.ral key

par...ter. of the pric.-cap fra..work: (1) the benchaark rate of

return ("ROa"), (2) the productivity adjust.ent factor, (3) the

aharill4J and low-end adju.taent ..chani•• , and (4) the treat.ant of

depr.ciation .xpen.... CCTA also addr••••• the LECs' clai.. that

the current level of coapetition ju.tifies a .are relaxed fora of

LEC regulation.



CCfA'. reply co_ent. on the beftClulark .. are .upport_by

the attaohed Reply Affidavit of Terry L. Murray on co.t of capital

i ••ue.. ... IlUrray also provided CCTA with expert analy.i. of all

of the other i ••ue. addre.sed in this docket, and her analy.is is

fUlly refleoted in the.e reply ca.aents. )Is. Murray is an

econoai.t and fo~r Director of the Division of Ratepayer

Advocate. at the california Public utilities Co_i••ion CltCPUCIt ).lI

A nWlber of CCTA' s .WJge.tions in the.e reply coaaents are ba.ed on

CCTA's experience in the CPUC's recent review of its own intrastate

price caps plan.

In 1990, the FCC eJlbarked on a bold experi..nt to te.t whether

a new fora of requlation, dubbed Itprice-cap requlation, It could

induce the LECs to becoae more efficient providers of

teleco_unication. _rvices and thereby ultiaately offer consuaers

lower-coat, higher-quality teleoo..unications servic... with over

three year. of experience under the new regulatory regi.., the FCC

has now a.ked parties to help it to determine the succe.. of the

experiaent thus far and to make reca.mendations for revision. to

the price-cap fra..work that would better accomplish the

ca.ai••ion'. goal••

1/5inoe l_vilt9 the CPUC in 1990, Me. Murray has ..rved as a
con.ultant and expert witness before .tate and federal regulatory
cc.ai_iOAS on incentive requlation, coapetition policy and
coating and pricing i ••ue., a. well a. cost of capital i.sue••
Her qualifications are included a. Exhibit 1 to her Reply
Affidavit.
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'l'be Meer vol\llle of the opaBinq C~Rt. indicated tM

ti..lin... and i~rtance of this review. virtually all of the

partie. NW ..rit in the price-cap concept, but nearly all believe.

that the fra..work should be revi.ed in one or )lOre re.pects. The

LBC. urqa the cc.ai••ion to aove to a "pur. price-caps" approach

that .liminat.. what they .ee a...v••tiq.... of traditional co.t-of

servic. regulation. eu.ta.er. and coapetitors of the LEe.

rac~nd that the COII1Ii••ion fine-tune the exi.tinq price-cap

fraaework that qive. custoaers a larqer proportion of the benefits

of price-cap regulation than has been the case thus far.

The LEC.' idea of "pure price-caps" is a si~le one: Fir.t,

let the LEe. .arn aor. .aney (by reducinq the productivity

adjU.t"Bt factor and foreqoinq any rate adjustaent for the ..jor

decline in interest rates and the co.t of capital since the price

cap fra_work was first adopted). Then, let the LECs keep all the

aoney they earn (by eliminatinq the sharinq ..chanisa that require.

LBCs to share earninqs in excess of their cost of capital with

cu.toaers). Such a scheae, qoes the arquaent, would encouraqe the

LEC. to be ]lOre efficient and would provide incentives for th.. to

invest in infrastructure i~rove..nts.

Mot surpri.ingly, CCTA aqree. with tho.. custaaer and

coapetitor partie. that have suaaarily rejected the LECs' vision of

"pure" price caps. The alleqed efficiency incentive. of pure price

caps will deliver little in the way of tanqible consuaer benefits

if the cost ••vinq. of productivity i~rove..nts are never Pas.ed

throuqh in actual rates paid by LEe customer.. Neith.r cu.ta.er.
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nor o....t;it;or. viII be better off if the LEe. are able to "tax"

their JIOnopoly telephone custo..r. (through a reduced productivity

factor) to fund their infrastructure upgrades, while current and

potential LEe cOllP8titors, such a. coapetitive acce•• provider. and

cable television sy.t_, au.t finance their network iaprove..nts

with shareholder or bondholder dollars.

The true proai.. of price-cap regulation will best be

fulfilled if the PCC focuses its efforts on fine-tuning the

paraaeters of the existinq price-cap fraaework to provide a better

balance between custoaer and LEe shareholder interests. A few

aillple adjuataents to the current fra_work could yield large

consuaer dividends.

Pirst, the cc..ission should reset the benchaark ROR to

reflect the reduction. in capital costs since the price-cap

fra..work was first adopted. The new benchJlark ROR should be used

to update the thraabolds for the sharing and low-end adjustment

..chani_ and to detentine the level of a one-ti.. rate reduction

that restore. an appropriate balance of earnings opportunities and

custoaer benefits.

Next, the Ca.aiaaion should re-exa.in. the productivity

adjuat..ftt factor and .et a new tarqet that truly requires the LEe.

to illProve on their historical perforJUnce under traditional coat

of-..rvice requlation. With thea. siaple changes in place, the

cc..is.ion's exi.ting price-cap fraaework can work a. originally

intended to provide greater incentive. for LEC efficiency, while

4



providiltil lower ra~_ for cwatOller. than would have Men poaai~le

URder traditional coat-of-.ervice regulation.

CCTA provide. below a detailed analy.i. of the change. that

are needed •• well •• the change. that are not needed-in the price

cap fra_work. CCTA a.ka the ccmaission to .ake the following

finding. :

• To date, price-cap rtMJUlation ha. failed to produce rate

reductions in exc... of tho.. that would have been

expected due to a coabination of coapetitive forcea and

the operation of traditional coat-of-aervice requlation.

• To en.ure conauaer benefits from price-cap regulation,

tbe FCC -..at fine-tune the paraaetera of the current

price-cap foraula. Specifically, t~e .co .u.t adopt a

.." MaGJallark aOR DO qreater tluul 10. 00' aDd .Ilould

oo_ider iaor...ia9 tlae productivity facwr.

• To provide just and rea.onable rate. and to avoid croa.

.ubtlidization and anti-coapetitive behavior, tile reo .u.t

adopt a o••-tiae rate reductioll refleotill9 tile differaoe

Mt"... tlae ... ....olulark aoa all4 tile ourreat 11.25'

IMaGJaIIa1'k a08., in addition to using the new benchaark ROR

to re.et the thresholds for the low-end adju.taent and

.haring ..chani....

• To provide continued protection aqainst the uncertainties

inherent in the e.tabli.haent of the price-cap

para_ter., e.pecially the productivity factor, tile rcc

au.t retai. tile .bariag aeoba.i.. at this tiae.
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• 1'0 enaur. that the pric.-cap fOrJIUla worka .. int.nded,

t.M JIGC _t: pr....t: ~... LE. fr.. ual.,. 01aaA9" 1•

• epr..lat:i.. ra~ea ~o aff.o~ r.~ea and Bust continu. to

preacribe depreciation rates to be used in calculatinq

ahare.ble earning••

• To prot.ct rat.pay.ra againat .xceaaive rat.s, ~b• .cc
...~ ..t r"UGe i~. rIMJU1atozy .oru~ia7 o"er ~u ~,

pri__..~ ia ~""e .arke~. i. _I&ioll ~lae Lllea MIl

...oa.tr.~. ~bat .t l ...t 50 peroe.t of oua~aaer. ba••

.....t it:i.. .lter..~iv.. .".ilabl. to til.. aDd

ooap.titora ba". oJ)uiaecl .t l ...t • 15 p.ro••t aarket

allar••

CCTA subaita that the.e findings, and the adju.taents to the

price-cap fr...work that they eabody, provide an appropriate ba.is

tor FCC regulation ot LEC rate. ov.r the next thr.e to four years.

The Co..i ••ion .hould then revisit the price-cap framework, and the

enviromaent in which the LECs cOllpete, to deteraine whether further

chang•• are warrant.d.

The FCC .hould tiraly rej.ct LEC effort. to re-link rat•• with

LEC inv••t..nt on the ba.i. of LEC pleas that certain change. in

the co..i ••ion'. price cap plan (e.g. a reduction in the

productivity factor) would provide greater incentive. to inve.t in

the national infor-.tion infrastructure. This is contradictory to

the pre.i... of price caps, and would amount to a tax on the

g.neral public to fund the NIl.
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II. .. .. __ 01811_ a.I•• en _ .......
CUt .-..1_~ ft __ ...I'I_L
..... Raft. -.aWl.. aau:..u. _I. oa1l1ct'lft UQUI_
...-.., ....~ nJc.-ea. .UUft_ UD • .,....1..
01' .. ..aa:me 1mCDIfI...

In tMir openinq o~nt., all parti.s acltnowlaclcJed,

i~licitly or explicitly, that oon.uaar••ust benefit froa prioe

oap requlation if the prioe-cap experiaent is to be judged a

sucoe.s. Yet -.t of the LaCs appear to believe tbat conauaer

benefits frOll price-oaps can be dellOn.trated si.ply by pointift9 to

the allegedly superior incentives for LEC productivity i.prove..nt

under price-caps relative to traditional cost-of-service regulation

or the real price decreases that have occurred .ince price-caps

were first instituted. The.e co...nter. have ....ured the

perforaance of price-caps aqainst inappropriate benchaarks.

The critical question is whether rate. have been lower under

price caps than they would have been under traditional co.t-of

.ervice regulation. Indeed, this is the intent of the FCC's price

cap li.its. As the Co..ission observed in its Notice of Proposed

Rule..king in this docket, "[t]he price cap limits are set by the

coaai.sion to a••ure that rates are reasonable and lower than under

rate of return rec;rulation."2J To deteraine whether the cc.ai.sion

has successfully acooaplished this q08l, one must coapare rate.

under price-caps to the rate. that would have prevailed had

traditional coat-of-service regulation reJlained in place. If rate

levels would have been as low or lower in the absence of price

caps, whether dlle to coapetitive force. or the operation of

2JNotice of Proposed Ruleaakinq ("NPRM") at 4.
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tradit.ional cost.-et-_rvice ra4J\llation, then the adoption ot priee

cap refUlation caRROt be said to have had any consu-er benefit.

Althouqh it is i~sible to know with certainty what rates

would bave been in the a"nce of price-caps, the record

established in the opening c~nts sUCJgests strongly that bo'th

real and ~imll rate. for interstate LEe service. would have

NclinM over the pa.t thr.. years under traditional ca.t-of

.ervice regulation. First, as aoae LEC coaaenters acknowledqe, the

rate reductions that have occurred over the past three years have

often been attributable to coapetitive forces, rather than the

operation of the price-cap fontula. 3f The.e coapetitive force.

would have coapelled the LECs to .eek rate reductions uRc1er

traditional coat-of-_rvice regulation as well. coapetitively

activated rate reductions cannot be cited as a consuaer benefit of

price-cap regulation.

Second, qiven prevailinq aconoaic conditions over the past

three years, there can be little doubt that traditional cost-of-

.ervice regulation would have required decreases in LEC rates.

Virtually every caaponent of LEC revenue require..nt. has declined

or, at a ainiaua, re..ined stable over the past three years.

Overall inflation rates were extre.ely low during this period, and

the analysis conducted by Econ01lics and Technoloqy, Inc., (NETI")

for the Ad Hoc Teleca.aunications Users Co..ittee indicate. that

input price inflation for LECs is typically 1... than that for the

3fGTE's C~ftts at 14; s.. also Caa.ents of Aaeritech at 1,
acknowledging that Aaeritech's rate. overall are below the price
cap ceilings.
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.CGftoay a. a wbol•• ~ LEC labor force. shrank, and auch of ~i.

force reduction would undoubtedly h.v. occurred ev.n without prica

cap., •• an ••••nti.l r ••pon•• to the co.petitive fore•• that the

L.c c~nt.r. have docuaented in their openinq co_nts. SI )few

LBC capital inve.taent. were larg.ly offset by depreciation of the

existing capital .tock, and in .0Be cases fell below the level of

depreciation." And, a. the Coaai••ion itself ob&erved in the

MPRM, intere.t rat.. and capital co.ts declin.d precipitously.Y

Under the.e conditions, the LEes undoUbtedly would have gone

forward with the refinancing of high-cost debt and would have

experienced a lower cost of equity as well. Furtheraore, if the

LEC ca.aent.rs are to be belieVed, the cost of equity would bave

been lower still under traditional cost-of-service r.gulation

because price-cap requlation alleg.dly increas•• LEe risk, and tbu.

the cost of equity capital.~

On balanc., CCTA •••• little r.ason to believe that the rate

reductions that have occurred to date under the fed.ral pric.-caps

fra..work are any larger than those that would have occurred und.r

traditional cost-of-_rvice regulation. Indeed, th.y may actually

~Dr. Lee L. Selwyn, Dr. David J. Roddy, Susan M. Gately,
SCott C. Lundqui.t and SOnia N. Jorge, "LEC Price Capa: Fixing
the Proble•• and Fulfilling the Proaise," Attachaent A to
C~nts of the Ad Hoc Telecoaaunications Users Co.-ittee, at 67.
Hereinafter ref.rred to as ETI R.port.

SlSee, e.g., NYMEX Co...nts at 13.

NETI Report at 67-68.

YNPRM at 19; ETI Report at Figure 5.

~s.., e.g., Coawants of Pacific Bell and Nevada Bell at 45.
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C.r~ainly, the FCC ha. no r.a.on to be ca.p1.OeR~

alMN~ the pro-cOlWuaer .tf.ct. of pric.-capta ..r.ly becau•• DOJIinal

ra~•• have declined ov.r the pa.t three years.

Hor can the FCC ju.tify the continued application of its

curr.n~ price-cap tra-.work ba.ed on the LECs' clai. that price

captl produce .uperior incentive. for LEC productivity iJIProve.ent••

Fraa a conauaer perspective, LBC productivity qains under price

caps are iapor~.nt only insotar a. they produce decrea••• in

telephone rate. or increa... in the quality of LEC service relative

to the pertorJMnce expected under cost-ot-service regulation. The

LBC. have failed to d.aonstrate that custOllers, not just LEC

shareholder., have benefitted fro. price-cap-induced productivity

CJaina. The ohallenqe that the FCC face. in this review of the LEC

price-cap fr...work is to fine-tune the price-cap paraaeters to

en.ur. that con.uaer. fare better under price-caps over the next

.everal years than they have for the past three years.

A. .,... JlOC 8110\I14 Adopt a Lower rJt Rat. of ..tara to
"fleet ....... capital Coat alMMl14 U•• '1lai. Lower
.......rk ..tUl"ll ..til to t tJa. 8Jaariag &ad LoW-'"
Wj..taeat "raia9. '1Jar••llold. aDd to ••••t curr.at Rat.
Le••l1

1. '1'lw rcc IlMmlcl Mo»t a lensbMrk lat. gt BaturD of
MQ Greater ThaD the 10.00' IIncbMark aetyrn
p'onntly A49P~ldby the California Public utilities
oam-i••ion in I~I Price-Cap Reyiew Proceeding

The fir.t par...ter of the price-cap framework that the FCC

.hould tine-tune i. the benchaark ROR, which is currently set at

11.25'. In it. fir.t triennial review of the California intra.tate

price-cap plan, the CPUC recently reset the "market-based" rate of
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re'turn uaed in Pacific Bell'. intra.tate price-cap ..cbani_ at:

10.00', ba.ed on .n exten.ive evidentiary record regardinq ch.nqe.

in c.pit.l co.t. for LEC. in general .ince 1989.~ In re.ching it.

eleci.ion, the CPUC explicitly con.idered and rejected the te.tillOny

of Pacific Bell witne.s Dr. J.... Vander .eide, who as.erted th.t

the co.t of capital for aLEC .uch as Pacific Bell had reaained

l.rgely unch.nged .ince 1989. IW Pacific Bell has cited this ....

CPUC-rejected te.tiaony as support tor it. opening c~nt.

regarding co.t of capital in this docket. 1II

The CPUC's choice of a 10.00' "aarket-baaed" rate of return is

l.rgely consi.tent with the analysis and expert testiaony pre.ented

by Matthew I. Xah.l on behalf of MCI Teleco_unications corporation

("IIeI") in this docket. 121 Usinq the JIOst recent data available at

the ti.. of his May 1994 filinq, Kahal raco_nds that the FCC

adopt a 9.54' benchaark ROR. Kahal relied on the saae lI8thodoloqy

that the FCC used to arrive at its oriqinal 11.25' benchmark ROR.

wCalifornia Public utilities co..ission Decision 94-06-011
(June 8, 1994), regardinq review of Pacific Bell price-cap
fr...work, at 2 (.i.-o). The "aarket-based" rate of return is
the CPUC'. analog to the FCC's bencbJlark ROR.

IWId. at 50-51. The CPUC also found that the record did not
support Dr. V.nder weide'. "cellular adjust.ent" and rejected
that adjuat..nt .s being "neither appropriate nor proper in
IHlCJnitude." Id. at 51. Mr. Kahal' a 9.54' ROR rec~ndation for
Mel, diacusaed below, i. pre.isad in part on r ..ovinq a aiailar
"cellular adju.t..nt" fro. the otherwise qenerally reasonable
..tbodolOCJY th.t the FCC adopted in CC Docket No. 89-624.
st.te..nt of Matthew I. Kahal Concerning Cost of Capital on
behalf of MCI Teleea..unications Corporation at 7 (hereinafter
referred to aa Kahal Testi.ony).

111ca.aents of Pacific Bell and Nevada Bell at 45, ftn. 40.

121Xahal Te.tiJlOny.
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specitically, be uaed the avera.- capital .tructure tor the ..Yeft

Re9ional Bell Operating CQJIP&nie. aa at oeceJlber 31, 1993, to

calculate a weiC)hted average at the 11. oot COBt of equity re.ultil14J

trca hi. Diacounted Caah Flow ("DCF") analy.i. and the actual 1992

.....ed d.bt C08t for Bell local exchange coapanie. of 8. oot.

CCTA'. econoaic eXPert, Ma. Murray, has reviewed Kabal' •

..thodoloqy and analy.ia and finds that Kahal presenta a credible

_ti..te of the LEea' co.t of capital. Her review indicate. that,

if anythinq, Kahal has soaewhat overstated the true cost of capital

throuqh his selection of certain input data for the DCI' model. 1J1

Thus, CCTA balieves that the FCC can be confident that the correct

coat of capital factor ia no higher than Kahal'a 9.54' eati.ate.l~

2 • '1M lCC Should UM t;ha In ItmP"Mrlt BOB to he.t
t.M .rnings Tbrelbolcla for the WW-Ind Adjuataant
and Sharing Mechani,.. of the frice-cap Framework

Havinq set a new benchJIark ROR, the Co_i.sion .u.t then

adjuat several paraaeters of ita price-cap framework to comport

with its reviaed estiaate of the cost of capital to the LECs. The

threshold earnings levels for both the low-.nd adjust-ent ..chania.

and the abaring aeohanis. were originally established with

reference to the 11.25' benchJIark ROR. They should be adjuated

1J1see R.ply Affidavit of Terry L. Murray, Attachaent 1, at
2.

l~Kahal's t ••ti.cny in the opening round indicat.d that he
will be updatinq hi. analy.is in this round of ca.aent••
A••UJlinq that he u_ the aa.. aetbodoloqy and ..rely adds more
recent info~tion about .tock price. and oth.r BOdel inputs,
CCTA acc.pt. Kabal's updated analy.is a. providing the beat
upper-bound e.tiaate of the LECs' cost of capital for u.e in the
price-cap foraula.
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cleWlW6rd by the clifference between 11.25' bencmaa·rJc aftd the aew

~rJt ROIt (e.g., they should be reduced by 171 basi. point. if

the FCC adopts bhal'. rec~nded benchaark ROR of 9.54').

Thia adjuat..nt bas precedent in the recent California price

cap review. In that proceedinq, the CPUC reduced it. coaparable

-floor- and -ceilinq- ROb by 150 baais points to reflect the

deer.... in it. adopted -..rket-based- ROR frOll 11.50' to

10.00' • lSi Although Pacific Bell disputed the level of the new

-..rket-based- ROR, it conceded the appropriateness of adjusting

the floor and ceilinq RORa to reflect any changes in the CPUC's

adopted -..rket-baaed- ROR.

Failure to reset the low-end adjust..nt and sharing thre.holds

could lead to absurd results. For exaaple, if the benchaark ROR

fell to a level below the previously adopted threshold for the low

end adjust..nt ..chanis., the LECs could obtain automatic rate

incre.ae. even if their e.rnings exceeded the benchmark ROR. This

concern ia not ..rely acadeaic. Mel notes that the 9.54' bencbJlark

ROR derived froa the analysis of Mr. Kahal -is almost 75 basis

points below the low-end adjuat..nt ..chanis. that entitles price

cap carriers to increase rate. to recoup [a] return of 10.25,.-1~

To aaintain the overall balance of its regulatory scbe.., the FCC

auat re.et the low-end adjustment and sharing thresholds whenever

it .ets a new benchaark ROR.

ISlCpuc D.94-06-011 (June 8, 1994) at 2 Cai..o).

wCa..ents of Mel Teleca.aunications Corporation at 3.
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3. 'De rcc "14 MjMt IAtU pcwwar. t.o Jaf1.;I; ,
DegrMe in egital cat. AI Kaaaured by the Mew_"SIP,," BOB

A '8COnd, and aore controversial, function of the new

bencbaark ROR i. the adju.t..nt of rates to reflect the new, lower

co.t of capital. The LEC ca..enters (un.urprisinqly) uniforaly

reject the concept of a one-ti.. rate reduction to reflect lower

capital co.t., arguing that .uch a rate adjustaent would be

tanta.ount to a retreat to traditional cost-of-service regulation.

Bell Atlantic's ca.aents are typical of the LECs' reaction to the

proposed one-ti.. rate reduction.

[I]ocludinq a one-tiae price adju.taent or exaaination of
LEe earning. a. part of the current review is
inappropriate. Any action ba.ed on LEC costs or earnings
would de.troy the very incentive. that price caps .eek to
create. The .....g8 to LEC. would be that un.ucce.sful
effort. to innovate and becOll8 .ore efficient will be
rewarded with higher rate., while .ucce••ful effort. will
be puni.hed by requlatory atteapt. to recapture the
benefit. with reduced rates. In short, this effectively
..anI a full .cale return to rate of return requlation
and all the haraful incentive. it creates.

Likewi.e, adju.ting price. for changes in interest
rate. would be a step backward toward cost of service
requlation, and should be rejected out of hand. l 7/

The.. arquaents are siaply wrong. An adjustaent of rate

level. to reflect the difference between the current 11.25'

bencbaark ROR and a newly adopted benchaark ROR of 10.00' or le.s

would be no different in its effect on LEC incentives than the

current annual adju.taent that reflect. the effect of annual

update. in the inflation rate. In both cas•• , the adju.t..nts

reflect chanqe. in qeneral econa.ic conditions outside the LECs'

17/8811 Atlantic Ca.aents at 12-13 (footnotes oaitted).
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QOIltrol. 1ft nei~r ca.. i. ~ adjuat.eRt balle4 OR act\l&l Lie

_rni.,. or perforaance.

Ttle PCC ...t adju.t rate. to reflect reduced capital ca.t. in

ortler to enaure that rate. paid by con.uaers are just aNi

reaaonable. Pailure to flow through a reduction in capital C08t.

would enable the Lacs to achieve earnings in exces. of the

benchlaark ROR even if their efficiency gains fell abort of the

productivity factor. In .uch circ\Dlstance., earnings in exce•• of

the benchaark rate of return would truly constitute excess profits.

As a aatter of public policy, the pre••nce of excess profits must

be considered as evidence that rates are not ju.t and rea.onable.

Of course, th. LEC.' books might not reflect earninqs in

exe... of the benclmark rate of return because they might chOOlle to

·.pend" their exoeas profits by SUbsidizing ca.petitive rates. By

so doing, they could achieve acceptable overall returns while

enqaging in predatory pricing, and later reap the benefit of even

greater exce•• profits when predatory pricing succeeds in driving

rivals out of coapetitive markets. ThUS, a second important reason

to require a one-ti.. rate reduction is to avoid cross

subsidization and anti-ca.petitive behavior by the LECs.

The LEes in.i.t that a one-time rate reduction to reflect

reduced capital ca.ts would be tantamount to "dOUble-counting"

becau.e the decline in capital costs is already reflected in the

inflation ca.ponent of the price-cap foraula. In Pacific Bell'S

words,

15



AcIju.tinej rat.. or .harift4J thre.hold. i. uRneceaaary to
reflect chanq_ in the co.t of JIORey and would aJlOuftt to
deuble-coWttiftfJ. The G)Ip-PI i. aft output index that
....ur.. inflation for the overall u.s. econoay. Ail
.uch, it reflect. the chaneje. in the co.t. of all input.
to the production proc.... Thi. includes all the
factor., iftCluclinq inter..t rate., that affect labor
cost., nonlabor costs and capital costs. IV

At best, the LEC ca..enters are only partially correct. LECs are

disproportionately capital-intensive enterprises, and benefit frca

reduced capital coat. to a far greater degree than do firas in the

econOllY .. a whole. Evidence frOll the recent California price-cap

review indicate. that capital costs are 65 percent of total co.ts

for the telec~nications industry, but are only 25 percent of

total coat. for the econOllY as a whole. 191 Thus, even to t.he

extent that change. in capital costs are captured by the inflation

index in the price-cap foraula, tho•• changes will be weighted by

the 25 Percent acono.y-wide "share" of capital, rather than the 65

percent teleca.aunications industry "share" of capital as a

percentage of total costs. Allowing the LECs to retain the

disproportionately large benefits they 9ain fro. decline. in

interest rate. would unfairly tilt the balance of price-cap

regulat.ion in favor of LEC shareholders and away from LEe

Furtheraore, LBC. are able to obtain significant aJlOUnts of

very long-tera, fixed-rate debt. A. a result, they continue to

I~C~nt. of Pacific Bell and Nevada Bell at 45.

J~e.tiJlOny of Dr. Ernst R. Berndt in CPUC price-cap review
docket, Application Nos. 92-05-002 and 92-05-004, Tr. at 2183
2189.

16



.Refit fr.. cleer..... c.pital C08ts long aft.r inter••t rac•• I"i_

aC)ain. 1ecaU8e.08t other firJIII do not enjoy coaparable access to

10ftCJ-tera, fixed-rate financinq, the inflation index in future

years will not accurately refl.ct the persistent effects of LIe

debt refinancinqs during periods of low interest rates.~ Unless

the FCC adopts a one-ti.. rate reduction to reflect the effect. of

the decline in interest rate. over the past three years, the LEes

will achieve windfall profit. in future years as the inflation

index systeaatically overstates the increase in costs that they

experience.

a. .....ac ....1. coaai Mop~iaq a .1CJlaer .rod\lOi;i.l~y

...~ 'to CZ'..~e a IIore 80aable a.4 8&la.oed Prioe-cap

.r...-orlt

In their opening ca.aents, the LECs have generally sought to

.aintain or to decrease the productivity offset currently in place.

For axa.ple, U. 5. We.t is willing to maintain the current 3.3'

productivity offset (SUbject to the elimination of the sharing

..chanisa), but characterizes the 3.3' target as a "foraidable

challenge to price cap LECs. "211 By contrast, Bell Atlantic argues

that 1.7' "should be the abaolute ceiling for any [productivity]

offset adopted here."221 The evidence and analysis presented by

-Mel witne.s Kabal noted in hi. opening testimony that the
eabedded cost of LBC debt rises very slowly in response to
increase. in interest rate.. Xahal Testimony at 23.

2I1U.5. West Co-.nts at 36.

221COIIJIents of Bell Atlantic at 15.
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o~r co_eater., IIOIIt notably in the BTl .eport, support. aft

incr.a.. in tb. productivity off••t.

In the.. reply co...nts, CCTA will not address tbe ..rit. of

the "dueling" Total Pactor Productivity ("TFP") studi•• th....lv•• ;

inst.ad, w. will first discu.. the r.l.vance of historical TPP

studies to the sel.ction of a productivity factor for the next

price-cap period and th.n respond to the LECs' clai.. that the

productivity factor JtUst be kept low to enhance LEC efficiency

inc.ntive. and to proaote LEC investment in the "infonuation

superhiCJhway."

1. li_tariJal TlP !eWlta lay Grq••ly YDdarstat. t.M
T,It;e' _ct.. frgd»ctiyity GAiN Oyer the Iaxt
lavar.! ¥Mr. M¥I '1'bU Ibpu14 .. Dud with cautiQQ
in SItting the Pric.-cap Productiyity Factor

The LZCs have staked their claim to a con.tant or reduced

price-cap productivity factor on an analysis perforaed by

Chri.ten.en A.sociate. for USTA. The Christensen Associates study

ca.pare. the productivity qains achieved by the LECs with those for

the economy as a whole for the period 1984-1992. Thi. stUdy

concludes that the Lies experienc.d a diff.rential productivity of

1.7t (1 ••• , the LBCs' averaqe TFP results over the 1984-1992 period

exceeded the econoaywide TFP results by an annual averaCJe of

1.7t).nl Becau.e this fiqure is well below even the 3.3t minimum

productivity off.et required for the first price-cap period, the

~Laurits R. Chri.tenaen, Philip E. SChoech and Mark E.
Meitzen, "Productivity of the Local Telephone Operatinq Coapanie.
SUbject to Price Cap aequlation," USTA Co...nts, Attachaent 6 at
ii (hereinafter referred to as Christensen Associates Report).
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LBC. conclwl. that the curr.nt productivity tarpt .hould c.rtaillly

net 1Ma incr.a.", and Perhap. Mould .v.n ba d.cr.ased.

Wh.th.r on. acc.pts the Christen••n As.ociatea result or the

JlUch hiCJher historic.l TPP e.ti..tes contained in the ETI Report .s

the ba.t e.ti..te of past productivity achieve..nts, it is still

n.c••••ry to ••k whether the historical results are the be.t

predictor. of Luture productivity gains. There are at least two

r.a.on. to que.tion the siBPle .quation of historical productivity

with future productivity.

Pirst, and .cst iaportant, historical productivity

.chiev...nts are .t best a poor predictor of future productivity

pin. if the tecbnoloqy uead to provide telecoaaunications services

chang.. .ignificantly fro. the technology used in the historical

period .tudied. In this regard, the FCC _uat take note of the

LEe.' plans to in.tall radically different local networkS, based on

fiber and coaxial cable technologies. At least one LEC, Pacific

Bell, has .tt.-pted to justify installation of its new network on

the basis of the significant cost advantages its hybrid fiber-coax

network will have for teleca.aunications services. In fact, Dr.

Robert Harri. (Who has testified in this docket on behalf of USTA)

has previously testified bafore this co_ission that Pacific Bell's

new network will produce capital cost savings of 32' and operations

and ..intenance .avings of $50 per subscriber per year compared to

the current copper-basad technology for local telecoaaunications
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